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The Effects of Wartime Control on Taxable Capacity’ 


EFORE considering the effects of wartime control 
on taxable capacity, it is desirable to explain what 
is meant by the term “taxable capacity’’ and to 

describe in broad outline the degree of control that is as- 
sumed for the purpose of analysis. It is also necessary to 
take into consideration the attitude of the public toward 
the war program and its objectives. 


MEANING OF TAXABLE CAPACITY 


Taxable capacity, it would seem, is a concept that has 
never been defined with a degree of accuracy sufficient to 
command general acceptance. In referring to taxable ca- 
pacity, economists have in mind the ability of a nation to 
raise revenues without extreme interference with the pro- 
ductive mechanism and the economic structure. As prac- 
tically every type of tax affects the economy in some manner 
or other, a level of taxation that approaches the limits of 
taxable capacity is certain to exert a marked influence upon 
the income- and wealth-producing processes. Unless the 
tax laws are carefully drawn with a view to minimizing 
their deterring effects on the economy, a high level of tax- 
ation may result in the development of abnormalities. Thus, 
in using the qualifying phrase “without extreme interfer- 
ence,” I have in mind particularly the deadening effect of 
extreme levels and forms of taxation on the incentives that 
are fundamental to an economy such as ours. 


The taxable capacity of a nation cannot be determined by 
mathematical formula. Ratios of taxes and public expendi- 
tures to national income at which the limits of taxable 
capacity would be reached cannot be determined in advance. 
For reasons that will be apparent from this discussion, the 
mere fact that Nation A seemed to reach the practical 
limit of taxable capacity at a ratio of 40% does not nec- 
essarily mean that Nation B would reach its limit at or near 
this figure, even though the economies of the two coun- 
tries were quite similar. 


*An address delivered on September 12, 1940, at the thirty-third 
annual conference on taxation under the auspices of the National 
Tax Association. 


In a dynamic economy taxable capacity is correctly viewed 
as a variable. It varies with (1) the amount of and the 
trend in the national income; (2) the excess of income 
above minimum needs; (3) the distribution of the national 
income and the existence of surpluses that may be reached 
for taxation; (4) the scope of public services; (5) public 
attitudes toward the expenditures to be financed; and (6) 
the psychological reactions of the people to the taxes im- 
posed. Special importance attaches to the latter factor in 
periods when the level of taxation is rising or seems to be 
approaching the limits of taxable capacity. 


Limits to Taxable Capacity 


In reviewing the literature on this subject one finds fairly 
general agreement that there are various kinds of limits to 
taxable capacity. First, there are constitutional and statutory 
limits. The apportionment clause of the Federal Constitu- 
tion prior to the Sixteenth Amendment, the provisions of 
state constitutions which prevent the imposition of pro- 
gressive income taxes, and the property-tax limitation laws 
are examples. Second, there are political limits. The defeat 
of sales taxes by referendum votes and the active opposition 
of the citizens of New Jersey to the sales tax law five years 
ago are recent examples of the reactions of voters to efforts 
to extend the scope of taxation, even though the economic 
limits of taxable capacity had not been reached. On the 
other side of the picture, there is the ease with which the 
exemptions for the federal income tax were lowered re- 
cently, in an election year. Prior to the dramatic develop- 
ment of the national defense program, any lowering of 
these exemptions was regarded with disfavor by many 
members of the Congress who feared the effect on the 
electorate and possible political repercussions. Resistance 
to tax sales during the depression and the liberalization of 
sta‘utory provisions governing these sales are other illus- 
trations of the existence of political limits. 

The economic limits to taxable capacity depend in part 
on the nature of the expenditures to be financed. The atti- 
tude of the business community and of investors toward 
the specific taxes imposed and toward the changing role of 
government is another important element. If, as is at times 
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claimed, a particular tax or level of taxation reduces or 
destroys business initiative, the economic limit of taxable 
capacity might be reached or passed. Although it cannot be 
measured precisely, the reaction of those responsible for 
business decisions is a highly important element in any 
consideration of taxable capacity. 

Whatever effect taxation may have on the supply of busi- 
ness initiative is a result of the interplay of economic and 
psychological factors. It is probable that the psychological 
factors have not received the emphasis they deserve. The 
attitudes of those bearing heavy tax burdens and subject to 
regulatory taxes are at times of sufficient consequence to 
justify recognition of the psychological factor as a third 
broad aspect or phase of taxation. The reaction to the un- 
distributed profits tax in 1937 and 1938 affords a good 
illustration. Insofar as federal taxes are concerned, have we 
not witnessed changing attitudes in the past two decades 
attitudes that are somewhat akin to the ‘‘waves of opti- 
mism” and ‘waves of pessimism” to which Pigou refers in 
his work on business cycles? 


TYPES AND OBJECTIVES OF WARTIME CONTROLS 


Appraisal of the effects of wartime control, as has been 
pointed out, requires that both the controls assumed and 
their objectives be clearly outlined. By way of contrast, it 
is pertinent to observe that a totalitarian state can—with 
the controls at its command—allocate virtually the entire 
national income as it sees fit. This assumes, of course, that 
through popular support or compulsion, its position is so 
strong that for the time being those reactions to extensions 
of the sphere of government which appear in a democracy 
are nonexistent or are completely subdued. 

When a democracy establishes controls in wartime, on 
the other hand, it does so not for the purpose of controlling 
the entire national income. Rather, the objective is the 
allocation of only that portion of the national income 
needed to prosecute the war and to keep the economy func- 
tioning at a very high level of productivity. The existing 
form of economic organization is adapted to wartime re- 
quirements. The controls instituted are designed to achieve 
such an adaptation and at the same time prevent the 
development of extreme dislocations that might hinder the 
prosecution of the war and later prevent the restoration of 
the economic structure to the form existing at the begin- 
ning of the emergency. Although the latter may prove ex- 
tremely difficult, especially if the war is a long and costly 
one, it may be assumed such is the intention at the time 
the controls are established. 


Types of Controls 

Since the appraisal of the effects of controls is made 
with particular reference to the United States, it is appro- 
priate that the forms and types of controls that might be 
expected should at least be enumerated. In this connection, 
our World War experience may well be recalled. The con- 


trols then made effective included, among others: (1) gov- 
ernment operation of the railroads; (2) allocation of in- 
come and savings to government use through heavy taxa- 
tion, persuasion and patriotic appeals; (3) establishment 
of priorities for manufactured goods and fuels; (4) fixed 
maximum prices for essential commodities such as wheat; 
(5) restrictions on the consumption of essential foodstuffs 
such as flour and sugar; (6) allocation of man power to 
the armed forces and industry through the operation of the 
selective service law; and (7) various tax controls such as 
the excess-profits and war-profits taxes. 

Persuasion and patriotic appeals played a large part in 
making some of these controls effective. How many of these 
controls would be established in the event of our participa- 
tion in a war in the near future cannot be forecast with any 
degree of accuracy. It is probable, however, that most of 
them would be revived and that additional ones would be 
devised. Also pertinent to the discussion is the fact that we 
would doubtless enter the war with controls in existence 
that were not used at any time during the World War 
period. The national wages and hours law, the agricultural 
controls now in effect and the Walsh-Healey Act limiting 
the hours of labor on government contracts may be men- 
tioned. Some of these controls might have to be relaxed, 
but it is not probable that they would be abandoned en- 
tirely at the outbreak of a war. In addition, it should be 
emphasized that we would no doubt enter a war with a 
fairly definite allocation of man power planned in advance. 


Development of the main thesis also requires that a few 
essential assumptions should be stated. First, it will be as- 
sumed that the controls deemed necessary are intelligently 
exercised. Second, it will be assumed that the war is not 
an aggressive war and that it is generally supported by the 
public exclusive of confirmed pacifists. Third, as a condition 
necessary for a proper psychological attitude on the part of 
the population at the start of the war, it will be assumed 
that unnecessary and unpopular controls did not precede 
the actual war emergency. 


PRINCIPAL EFFECT OF WARTIME CONTROLS 


The principal effect of wartime controls under the con- 
ditions outlined is to increase taxable capacity, at least in 
the initial stages of a war. War itself tends to extend the 
limit of taxable capacity. As stated by Silverman, “‘there are 
.. . two main limits to the taxable capacity of the nation, 
one applicable to normal times, and the other, beyond the 
first, chiefly to be regarded in times of stress." The effects 
of wartime controls obviously cannot be determined with- 
out considering the effects of war itself. As the wartime 
controls are designed to keep the economy functioning in 
an orderly manner, while diverting a large part of the 
national income for war purposes, it follows that as long 


*H. A. Silverman, Taxation, Its Incidence and Effects (Macmillan 
and Company, Limited, London, 1931), pp. 55-56. 
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as they are intelligently exercised they tend to raise taxable 
capacity above the level that would obtain, if no controls 
were applied. In the absence of controls of any kind, dis- 
locations and maladjustments in the price mechanism and 
productive process might soon react unfavorably on the 
national income and on taxable capacity. The basic reason 
for any controls, as has been implied, is to keep disloca- 
tions and maladjustments at a minimum. This is essential, 
if the war is to be carried on with the utmost vigor. 


It is perhaps unnecessary to state that references to 
national income in this analysis are to quantities of goods 
and services, rather than to national income expressed in 
terms of the monetary unit. Even though some price con- 
trols are made effective, war would no doubt mean a rising 
price level. Rising prices would mean a decrease in the 
taxpaying ability of some groups such as individuals who 
live on incomes that are more or less rigidly fixed in terms 
of the monetary unit. In general, however, these decreases 
would be relatively unimportant, as compared with the in- 
crease in taxable capacity of the nation that could be ex- 
pected to follow the outbreak of a war and the application 
of essential controls. 


The conclusion that wartime controls would increase 
taxable capacity is predicated on the view that they are 
essential for an orderly development of the national in- 
come to a point at or near the maximum attainable on the 
basis of the labor power and productive facilities that are 
available. Although war would no doubt mean an expand- 
ing national income, the conclusion reached would hold 
under a constant level of national income or even a declin- 
ing national income, if all other conditions were favorable. 

In any discussion of war, wartime controls and taxable 
capacity, public attitudes and the psychological factor are 
vital considerations. The substantial increases in income 
tax rates in the United Kingdom, as well as the recent 
changes in our federal tax structure, have been accepted 
much more willingly, because of war and the threat of war. 
The statement made about three months ago to the effect 
that public opinion is running ahead of the Congress may 
be recalled as indicative of the sharp swings in public atti- 
tudes and the changes in psychology that are so important 
in any discussion of taxable capacity. 


Taxable capacity, it has been concluded, would tend to 
increase, provided the wartime controls are exercised intelli- 
gently. It would not, however, necessarily remain at the 
high levels reached in the early stages of the war. Under 
certain conditions taxable capacity would decline during 
the later years of a long war. Depletion of resources and 
man power by a prolonged war coupled with military re- 
verses might easily mean a sharp decline in taxable capa- 
city. War is destructive and even the most efficient nation 
would find it difficult to maintain its national income at a 
high level during the latter part of a long war. A declining 
income and the development of a pessimistic attitude as to 
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the outcome of the war would inevitably result in a reduc- 
tion in taxable capacity. Unnecessary or poorly administered 
controls would hasten the decline. 


RELATION OF WEALTH TO TAXABLE CAPACITY 


Thus far, taxable capacity has been viewed as a phe- 
nomenon which is more or less directly related to the na- 
tional income. Some taxes are both measured by capital and 
paid from capital, while others that ordinarily are paid 
from income may under adverse conditions be paid from 
capital. Death duties are an illustration of the former, 
while property taxes paid by a farmer in a year of crop 
failures are in the latter category. Sir Josiah Stamp has 
pointed out that death duties give greater taxable capacity 
in a stationary sense and that they do not involve any 
destruction of capital for the reason that there may be a 
mere transference.1 Within limits, death duties do increase 
taxable capacity, but they do not comprise so large a part 
of total taxes as to vitiate an analysis based on the premise 
that taxable capacity is primarily a function of income and 
related factors. 


A question naturally arises as to whether capital levies 
should not be taken into account in an appraisal of war- 
time controls and taxable capacity. If there were ample 
assurance that there would not be any repetition, a single 
capital levy might mean merely shifts in the ownership of 
capital and the transfer of capital in liquid form—and in 
some instances in other forms—to the government. While 
a capital levy might be used to bolster the income of the 
government, it is not a device that can be regarded as a 
means of raising revenues each year over a period of years. 
Rather, it is a temporary expedient which is used only in 
the direst emergency. In my opinion the mere use of a 
capital levy suggests the absence of a high level of taxable 
capacity, as I understand the term, rather than the existence 
of taxable capacity. 


DyNAMIC NATURE OF SUBJECT 


The subject of wartime controls and taxable capacity, 
as has been implied, falls in the field of economic dynam- 
ics. This fact cannot be overemphasized. This past summer, 
several otherwise excellent articles on wartime finance and 
financial preparation for war appeared that seemed to be 
based on the idea of complete substitution and _ sacrifice 
through tax and other controls. In other words, the present 
level of national income seemed to be taken for granted. 
If a rising national income can be induced, then complete 
substitution becomes unnecessary. It is only when his in- 
come remains stationary that it becomes necessary for the 
citizen to make a proportionate sacrifice in his standard of 
consumption because of war taxes. The assumption of 
static or semi-static conditions is plainly invalid when war 


‘Wealth and Taxable Capacity (P. S. King and Son, London, 1921), 
p. 130. 
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and its impact on the economy are under consideration. 

The conclusion that wartime controls raise taxable capa- 
city above the level that would otherwise obtain should not 
be interpreted as an optimistic one. War is inherently de- 
structive. Someone has cited the example of the shell. Not 
only does it destroy wealth and human lives, but it de- 
stroys itself in the process. Judged from the standpoint of 
a peacetime economy, the manufacture of a shell does not 
qualify as an economic use of productive power. Moreover, 
we must not lose sight of the fact that a maladjusted econ- 
omy is a characteristic development of every major war. 
The depletion of resources and the dislocations resulting 
from war may take decades to correct, even though the out- 
come is satisfactory from a military standpoint. The rela- 
tively favorable position of the United States during the 
1920's by no means proves the contrary. 

In brief, any increase in taxable capacity that might ac- 
company a war and the use of necessary controls could not 
be construed as more than a temporary advantage. Regard- 
less of the success of the war effort, a decline in taxable 
capacity would follow the conclusion of a major war, as- 
suming that such a decline did not set in during its dura- 
tion. Timing of the abandonment of various controls in 
itself presents a real problem. Far more important, how- 
ever, is the uneconomic allocation of income and savings 
that occurs during a major war. Declines in individual and 
corporate incomes, as well as in the national income, would 
occur in a period of transition from a wartime to a peace- 
time basis, if the experience following our participation in 
the War of 1914-1918 may be taken as a guide. Inevitably 
extreme difficulties would attend the effort to reestablish 
a degree of balance in the economy comparable to that 
which existed prior to the war. 


SOME OBSERVATIONS 


The conclusion that wartime controls would result in an 
increase in taxable capacity in no way implies that a nation 
should attempt to tax to the limit of its taxable capacity at 
or soon after the outbreak of a war. When a long and un- 
certain war must be faced, there is no more valuable re- 
source than a substantial reserve of taxable capacity. Our 
strong position in 1917 may be recalled. Although we can- 
not expect to be in as favorable a position as in 1917, in 
our fiscal planning we should at least keep in mind the 
desirability of a reserve of taxing power that could be 


drawn on in the event of a serious emergency. This implies 
that extreme forms of taxation commonly associated with 
war periods should not be used prior to the war. For ex- 
ample, extremely heavy taxes on excess profits might involve 
a weakening of business incentives at a time when the forces 
that motivate the economy should be preserved to the full- 
est possible extent. Unless it is carefully drawn, an excess- 
profits tax law in force prior to the war emergency may 
represent a serious disadvantage when it becomes necessary 
to place the economy on a wartime basis. 


Wartime taxes should not be imposed until war is at 
hand. Even though a clearly discernible reserve of taxable 
capacity then exists, it is highly desirable that both the in- 
creases in rates and the new taxes imposed should be so 
designed as to leave a reserve of taxable capacity, if this 
is at all possible. War finance should ordinarily be based 
upon a judicious use of both taxing power and credit 
power. In the words of Plehn, credit is too powerful a war 
weapon to be idly cast aside. 


As a final comment, only indirectly related to this paper, 
I should like to point out that financial preparation for 
war involves much more than analyzing taxable capacity 
and the development of taxing plans that could be used in 
the event of actual war. Every effort should be made to 
ensure adequate reserves of taxable capacity and credit 
power. These objectives should be kept constantly in mind 
in the formulation of peacetime fiscal policy, regardless of 
how pressing the demands on the public purse may be. 


SUMMARY 


In summary, it is my principal conclusion that, when 
they are intelligently planned and applied, wartime con- 
trols result in an increase in taxable capacity. Because of 
the destructive nature of war, however, the level might de- 
cline during the later years of a prolonged war. Any advan- 
tage that might be gained as a result of the increase in 
taxable capacity would be temporary. The principal conclu- 
sion reached is not an optimistic one. A substantial reserve 
of taxable capacity is a valuable resource in times of peace 
and war. Financial planning for war and the controls ap- 
plied during a war should be predicated on the desirability 
of such a reserve. 

Lewis H. KIMMEL 
Director of Research 
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